
APPENDIX 



FOMC MEETING 
JULY 6-7, 1981 

Reporting on open market operations, Mr. Meek 

made the following statement: 

Open market operations since the last meeting 

fell into two distinct phases. In the first four weeks, 

the Desk pursued a nonborrowed reserve path that was 


adjusted downward to accommodate the weakening of M1B 


below expectations and the extraordinary bulge in bor­


rowing over the Memorial Day weekend. The discount 


window borrowing associated with the path remained at 


$1.9 to $2.1 billion throughout this period. In its 


June 17 telephone consultation, the Committee accepted 


the shortfall in M1B that had developed to that point, 


and reduced discount window borrowing to be used in 


building the path in the next 3 weeks to $1.8 billion. 


For the second subperiod, the staff redrew 

the path on the basis of the M1B growth of 3 1/2 percent 

then expected from March to June, a growth that compared 

with the growth of 5 1/2 percent, or somewhat lower, set 

as an objective at the March 31 meeting. As M1B continued 

to weaken, the borrowing associated with the new non-

borrowed reserve path fell to $1.6 billion in the first 

two weeks of the subperiod. A second borrowing over-

shoot in the flrst week was also acconunodated. In the 


most recent week further weakness in money and the dcmand 
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f o r  to ta l  reserves sugges t  t h a t  borrowing a t  t h e  window 

c o n s i s t e n t  with t h e  pa th  should be $1.4  b i l l i o n ,  

The Desk k e p t  nonborrowed reserves' close t o  the  

ad jus t ed  path dur ing  t h e  f i r s t  subperiod and we have been 

a b i t  above pa th  du r ing  t h e  c u r r e n t  three-week i n t e r v a l .  

To ta l  r e se rves  were a l s o  c l o s e  t o  pa th  i n  the  first in ­

t e r v a l ,  when p a t h  i t se l f  was lowered by $180 m i l l i o n  t o  

accommodate t h e  weakness i n  M1B. I n  t h e  second i n t e r v a l ,  

t o t a l  r e se rves  appear l i k e l y  t o  f a l l  s h o r t  by $165 m i l -

l i o n ,  as t h e  demand f o r  r e se rves  has  continued t o  dec l ine  

wi thout  any f u r t h e r  downward adjustment i n  t h e  t o t a l  

reserve path.  

Achievement o f  t h e  nonborrowed r e se rve  objec­

t i v e  i n  t h e  p a s t  three weeks would normally have produced 

some d e c l i n e  i n  t h e  Federal  funds rate, bu t  t h i s  d i d  n o t  

r ea l ly  happen. The Federal  funds rate remained close t o  

t h e  1 9  pe rcen t  l e v e l  p reva i l i ng  s i n c e  e a r l y  May. During 

June banks ev iden t ly  a n t i c i p a t e d  t h a t  the Fede ra l  funds 

r a t e  would come down au tomat i ca l ly  wi th  M1B weakness. 

I n  t h e  w e e k  ended June 17 i n  p a r t i c u l a r ,  they were 

w i l l i n g  t o  accumulate l a r g e  r e se rve  d e f i c i e n c e s  through 

Tuesday hoping t h a t  t h e  Federa l  funds r a t e  would come 

down from t h e  18 1 / 2  pe rcen t  l e v e l  p r e v a i l i n g  be fo re  

t h e  weekend. On Wednesday, of course,  t hey  had t o  f ace  

up to  t h e  gap between t h e i r  expec ta t ions  and t h e  

r e a l i t y  of nonborrowed r e se rves  being provided by t h e  

Desk. Federa l  funds t raded  a s  high a s  30 pe rcen t  and 
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borrowing mushroomed t o  $6 .4  b i l l i o n .  The c o l d  shock 

of d isappoin tment  caused banks t o  be c a u t i o u s  the rea f t e r ,  

a c a u t i o n  exempl i f ied  i n  t h e  p a s t  t w o  weeks by unexpect­

edly. s t rong  demands f o r  r e s e r v e s  a round  t h e  s t a t emen t  

p u b l i s h i n g  d a t e  and t h e  4 t h  o f  J u l y  weekend. A r e s e r v e  

s h o r t f a l l  of $2.2  b i l l i o n  l as t  Thursday c o n t r i b u t e d  to  

keeping t h e  Federa l  funds  rate t h i s  week w e l l  above t h e  

l e v e l  of 1 8  p e r c e n t  one would e x p e c t  from r e s e r v e  a v a i l -

a b i l i t y  n e a r  p r e s e n t  l e v e l s .  

The s e c u r i t i e s  marke ts  have  been r a t h e r  mysti­

f i e d  by t h e  s t i c k i n e s s  of t h e  Federal f u n d s  rate. A 

grudging  a p p r e c i a t i o n  has g r a d u a l l y  developed t h a t  the 

Federal Reserve i s  t r y i n g  t o  r e i n  i n  e x c e s s i v e  growth 

i n  t h e  broader a g g r e g a t e s  and h e l p  r e d u c e  i n f l a t i o n a r y  

e x p e c t a t i o n s .  B u t  market  p a r t i c i p a n t s  w e r e  slow to 

r each  t ha t  conc lus ion ,  i n  p a r t  because the Committee’s 

March 31 d i r e c t i v e ,  the  l a t e s t  p u b l i s h e d ,  i n d i c a t e d  

t h a t  M2 growth’ of 10 1/2 p e r c e n t  w a s  acceptable i n  t h e  

second q u a r t e r .  

A s  M1B t u r n e d  weaker i n  la te  May and  June ,  

p a r t i c i p a n t s  bet  r e p e a t e d l y  on a near - te rm d e c l i n e  i n  

s h o r t - t e r m  i n t e r e s t  rates.  A stream of reports on 

economic a c t i v i t y  and price b e h a v i o r  conf i rmed t h a t  t h e  

economy w a s  s lowing  and t h a t  s p e c u l a t i b e  en thus i a sms  

w e r e  w i l t i n g  under  the r e l e n t l e s s  p r e s s u r e  of h i g h  in­

terest rates.  By mid-June d e a l e r s  and the’i’r customers  

had pushed rates on t h e  key T r e a s u r y  b i l l  i s s u e s  from 
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180 to  280 basis po in t s  below t h e  near-peak l e v e l s  

p r e v a i l i n g  j u s t  before  t h e  l a s t  meeting, whi le  long-term 

bonds had r a l l i e d  enough t o  reduce y i e l d s  by 90 t o  110 

b a s i s  p o i n t s .  Dealers expected t h e  r e inves tmen t  of the  

proceeds o f  a $13 b i l l i o n  runoff i n  Treasury cash  manage­

men t  b i l l s  a week or so l a t e r  t o  reduce r e p  rates 

sha rp ly  and ease t h e  f inanc ing  of d e a l e r  pos i t i ons .  

The rise i n  t h e  Federa l  funds r a t e  above 20 

pe rcen t  on June 1 7  without Desk i n t e r v e n t i o n  to  supply 

r e s e r v e s  dashed t h e  market 's  near-term hopes. Prices 

of Treasury  no te s  and bonds dropped sha rp ly  as d e a l e r s  

scrambled t o  p repa re  f o r  t h e  Treasury 's  sale of over 

$ 1 2  b i l l i o n  of new i s s u e s  i n  t h e  last  two weeks .  The 

two-year n o t e  so ld  on June 18 a t  a y i e l d  of 14.72 per-

cen t ,  down a percentage p o i n t  from t h e  record l e v e l s  of 

t h e  month before. But t h e  y i e l d s  of 14.07 percent 

e s t a b l i s h e d  on 7-year no te s  and of 13.45 pe rcen t  on the  

20-year bond w e r e  records,  whi le  t h e  14.02 percent y i e ld  

on t h e  4-year note,  was no t  f a r  from t h e  peak f o r  such 

an i s s u e .  

P r i c e  f l u c t u a t i o n s  have been s u b s t a n t i a l  during 

t h e  en t i re  period. Market hopes of l o w e r  short-term 

r a t e s  are a g a i n  on t h e  rise, a s  s i g n s  o f  a slowing 

economy accumulate. By las t  n i g h t  Treasury b i l l s  had 

r e t r a c e d  a par t  of t h e i r  ear l ier  d e c l i n e s ,  w i th  the 3-

and 6-month auc t ion  r a t e s  dohm 165 and 100  basis po in t s  

s ince  May 18. In te rmedia te  Treasury coupon i s s u e s  
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were gene ra l ly  25 t o  75 b a s i s  p o i n t s  lower i n  y i e l d  Over 

t h e  i n t e r v a l ,  while  t h e  30-year bond was down 40 b a s i s  

po in t s  to 13.15 pe rcen t .  Rates on 3-month CDs  ranged 

widely over t h e  pe r iod ,  c l o s i n g  135 b a s i s  po in t s  lower 

a t  1 7 . 4 5  percent .  The prime rate moved i n  a range Of 

1 9  1/2 t o  20 1/2 pe rcen t ,  w i th  n e a r l y  a l l  banks c u r r e n t l y  

a t  20 percent. 

I n  o t h e r  sectors of t h e  s e c u r i t i e s  markets ,  

tax-exempt s e c u r i t i e s  remained t h e  wal l f lowers  of t h e  

indus t ry  with y i e l d s  l i t t l e  changed over t h e  i n t e r v a l .  

I n t e r e s t  remained l a c k l u s t e r  from banks and insurance  

companies, whi le  improving p rospec t s  f o r  t h e  Adminis­

t r a t i o n ' s  tax-cut  p roposa l s  r a i s e d  concerns about  t h e i r  

f u t u r e  a t t r a c t i v e n e s s  t o  high-bracket  i nd iv idua l s .  

There w a s  also market t a l k  t h a t  Fede ra l  spending 

r educ t ions  might a f f e c t  t h e  c red i twor th iness  of the 

s t a t e s  a n d  localities. Corporate  bond o f f e r i n g s  

picked up cons ide rab ly  wi th  $4 b i l l i o n  i s sued  du r ing  

June. A s u b s t a n t i a l  volume remains wa i t ing  i n  the 

wings, as co rpora t e  w i l l i n g n e s s  t o  f inance  near  

c u r r e n t  rate l e v e l s  h a s  grown s i g n i f i c a n t l y .  

One area t h a t  dese rves  s p e c i a l  mention is t h e  

market f o r  Fede ra l ly  sponsored agency s e c u r i t i e s .  

C r i t i c a l  ana lyses  of the Federa l  Na t iona l  Mortgage 

Assoc ia t ion  have l ed  many t r u s t  accounts  and o t h e r  

i n v e s t o r s  t o  t a k e  t h e  agency o f f  t h e i r  approved l i s t  
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or scale back their holdings of its issues. FNMA wisely 

cut back its monthly offerings in May and June by $850 

million, but its recent $600 million four-year issue 

required a yield about 110 basis points over a comparable 

Treasury issue, compared with spreads of 30 to 40 basis 

points about the time of the last meeting. The issue 

sold well at that spread. There appears to be a good 

appetite from money market funds and others for the 30-

to 60-day discount notes being sold at an even wider 

spread, but there is a certain vulnerability in having 

so much short paper to roll over. The Federal Home Loan 

Banks were able to raise about $1.8 billion in the 

interval, but the spreads of their issues against 

governments has also widened to 80 basis points or so. 

The Farm Credit agencies are generally trading at a 

spread of about 60 basis points. 

Treasury financing in the third quarter appears 

likely to be a bit higher than the $9 to $12 billion the 

Treasury thought likely a few weeks ago. The current 

Board and New York estimates are at $16 and $18 billion, 

respectively, while some market estimates run as high 

as $20 to $21 billion. This would still be a consider-

able reduction from the $28  billion sold in last year's 

third quarter. 



Notes for FOMC Meeting 

July 6-7, 1981 

Scott E. Pardee 


Since once again we had no operations for the account of U.S. authorities, and 
since previous tendencies continued, I can be brief The dollar again advanced across the 
board, by a net of 6 to 7 percent against the German mark and the other European 
currencies tied directly or indirectly to the mark. The dollar also rose by 8-1/2 percent 
against the pound sterling. The dollar advanced somewhat less against the yen and 
marginally against the Canadian dollar. 

The factors in the dollar’s rise are: 
--the continued apparent strength of our current account relative to most 
other industrial countries; 

--favorable interest rate differentials, with yet another unexpected run-up 
in our rates recently; 

--positive sentiment toward the Reagan Administration; 

--better numbers here on inflation; and 

--what the Europeans are calling “Euro-pessimism.” 

This last perhaps needs some explanation. It focuses on political divisions within 
countries, the broader uncertainties generated by the new socialist government in France 
--which for the first time included communists in the cabinet--and outside concerns such 
as with Poland. It focuses on the economic dilemmas those countries face, with stagnant 
economies, unemployment, current account deficits, and declining currencies. There are 
dangerous elements to this mood, and Europeans are prone to vent their frustrations by 
criticizing us. The criticism is mainly directed at our high interest rates and the dollar 
policy Administration officials as well as many of us from the Federal Reserve have all 
tried to dispel this criticism. Our central bank counterparts at least understand what we 
are saying, and may even sympathize with us, but the feeling runs deep 

Right now, the market expects the dollar to remain strong for some time to come, 
but many participants believe that the dollar is unsustainably high Our counterparts 
abroad are smarting from the lack of cooperation from the United States on exchange 
market matters. Should the dollar come under heavy selling pressure for whatever 
reason, it will have to fall a long way before other central banks would l i f t  a finger to 
moderate the decline 
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James L .  K i c h l i n e  
J u l y  6 ,  1 9 8 1  

FOMC CHART SHOW INTRODUCTION 

I n  o u r  p r e s e n t a t i o n s  t h i s  a f t e r n o o n  we w i l l  b e  r e f e r -

r i n g  t o  t h e  p a c k a g e  o f  c h a r t  m a t e r i a l s  d i s t r i b u t e d  t o  y o u .  T h e  

f i r s t  c h a r t  i n  t h e  p a c k a g e  d i s p l a y s  t h e  p r i n c i p a l  p o l i c y  a s s u m p ­

t i o n s  t h a t  u n d e r l i e  t h e  s t a f  f o r e c a s t .  f o r  m o n e t a r y  p o l i c y  we 

c o n t i n u e  t o  assume g r o w t h  o f  M-16 o f  4 - 3 / 4  p e r c e n t  t h i s  y e a r ,  

a d j u s t e d  f o r  s h i f t s  i n t o  NOW a c c o u n t s ,  a n d  4 9  p e r c e n t  n e x t  y e a r .  

T h i s  a s s u m p t i o n  i s  e m b o d i e d  n l o n g - r u n  S t r a t e g y  I i n  t h e  B l u e b o o k .  

T h e  f i s c a l  p o l i c y  a s s u m p t i o n s  i n c l u d e  r e s t r a i n t  o n  g r o w t h  o f  

o u t l a y s  a n d  t a x  c u t s ,  b o t h  r e v i s e d  s o m e w h a t  s i n c e  t h e  l a s t  FOMC 

m e e t i n g  t o  r e f l e c t  o u r  a s s e s s m e n t  o f  l e g i s l a t i v e  d e v e l o p m e n t s .  

We now assume t h e  a d m i n i s t r a t i o n  w i l l  o b t a i n  a b o u t  4 / 5  o f  t h e  

e x p e n d i t u r e  r e d u c t i o n s  t h e y  a r e  s e e k i n g  i n  f i s c a l  1 9 8 2 ,  a l i t t l e  

m o r e  t h a n  we h a d  b e e n  a s s u m i n g  e a r l i e r .  T h e  p e r s o n a l  t a x  c u t  h a s  

b e e n  s c a l e d  b a c k  t o  a 5 p e r c e n t  a c r o s s - t h e - b o a r d  r e d u c t i o n  o n  

O c t o b e r  1 ,  w i t h  a n  a d d i t i o n a l  2 p e r c e n t  f o r  s e l e c t e d  c u t s .  A 

s e c o n d - s t a g e  c u t  o f  1 0  p e r c e n t  h a s  b e e n  i n c l u d e d  b e g i n n i n g  J u l y  

1 9 8 2 ,  a new e l e m e n t  i n  t h e  s t a f f  f o r e c a s t  a s s u m p t i o n s .  T o g e t h e r  

t h e s e  p e r s o n a l  t a x  c u t s  t o t a l  a b o u t  $ 2 7  b i l l i o n  i n  f i s c a l  1 9 8 2 ,  

w h i l e  d e p r e c i a t i o n  c h a n g e s  a r e  e x p e c t e d  t o  r e s u l t  i n  a b o u t  $8  

b i l l i o n  o f  t a x  r e d u c t i o n s  t o  b u s i n e s s e s .  

The  n e x t  c h a r t  p r o v i d e s  f u r t h e r  i n f o r m a t i o n  o n  t h e  

f e d e r a l  b u d g e t .  The f i s c a l  a s s u m p t i o n s  a l o n g  w i t h  t h e  s t a f f ' s  

e c o n o m i c  f o r e c a s t  a r e  p r o j e c t e d  t o  r e s u l t  i n  a n  a p p r e c i a b l e  

i n c r e a s e  i n  t h e  b u d g e t  d e f i c i t  n e x t  f i s c a l  y e a r ,  t o  n e a r l y  $ 8 0  
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b i l l i o n .  We d o  n o t  y e t  h a v e  t h e  a d m i n i s t r a t i o n ' s  b u d g e t  f i g u r e s  

t o  be p r e s e n t e d  t o  C o n g r e s s  i n  t h e  m i d y e a r  r e v i e w ,  b u t  compared  

t o  t h e i r  March p rogram t h e  s t a f f  d e f i c i t  f i g u r e s  a r e  a b o u t  $ 5  

b i l l i o n  h i g h e r  i n  f i s c a l  1981 and  n e a r l y  $35 b i l l i o n  h i g h e r  f o r  

n e x t  f i s c a l  y e a r .  

Bo th  o u t l a y s  a n d  revenues a r e  p r o  e c t e d  t o  r e m a i n  q u i t e  

h i g h  r e l a t i v e  t o  G N P  i n  t h e  f o r e c a s t  p e r i o d  The b l a c k  l i n e  i n  

t h e  b o t t o m  l e f t  p a n e l  i n d i c a t e s  t h a t  t o t a l  o u t l a y s  a s  a p e r c e n t  

o f  G N P  a r e  e x p e c t e d  t o  o n l y  l e v e l  o u t  i n  f i s c a l  1982  e v e n  w i t h  

t h e  s i z a b l e  p r o g r a m  r e d u c t i o n s  a s s u m e d .  The u n d e r l y i n g  e c o n o m i c  

s i t u a t i o n - - i n c l u d i n g  r i s i n g  unemployment  and  h i g h  i n t e r e s t  r a t e  

l e v e l s - - a c t s  t o  h o l d  u p  o u t l a y s  r e l a t i v e  t o  G N P ;  a s  t h e  red 

l i n e  s h o w s ,  o u t l a y s  e x c l u d i n g  i n t e r e s t  on t h e  deb  a r e  p r o j e c t e d  

t o  d e c l i n e .  F e d e r a l  r e c e i p t s  a s  a p e r c e n t  o f  G N P  t h e  r i g h t - h a n d  

p a n e l ,  a l s o  a r e  e x p e c t e d  t o  d e c l i n e  somewha t ,  r e f  e c  t i n g  t h e  

assumed t a x  c u t s .  H i s t o r i c a l l y ,  h o w e v e r ,  r e c e i p t s  s t i l l  r e m a i n  

v e r y  h i g h  r e l a t i v e  t o  GNP--a f u n c t i o n  l a r g e l y  o f  t h e  i m p a c t  o f  

i n f l a t i o n .  

Mr. Z e i s e l  w i l l  c o n t i n u e  t h e  p r e s e n t a t i o n  w i t h  a d i s ­

c u s s  o n  o r e c e n t  and  p r o s p e c t i v e  d e v e l o p m e n t s  i n  t h e  d o m e s t i c  

nonf  nanc  a1 economy.  

* * * * *  




J o s e p h  S .  Z e i s e l  
J u l y  6 ,  1 9 8 1  

FOMC C H A R T  SHOW 

T h e  8% p e r c e n t  a n n u a l  ate o f  G N P  g r o w t h  i n  t h e  f i r s t  

q u a r t e r - - s h o w n  i n  t h e  t o p  l e f t - h a n d  p a n e l  o f  t h e  n e x t  c h a r t - - c a m e  

a s  q u i t e  a s u r p r i s e .  I t  was p robab1 .y  i n  p a r t  a c o n t i n u a t i o n  o f  

r e c o v e r y  f r o m  t h e  c o l l a p s e  i n  t h e  s p r i n g  o f  1 9 8 0 ,  i n  c o n f l u e n c e  

w i t h  a n u m b e r  o f  o t h e r w i s e  d i s p a r a t e  f a c t o r s .  I n  a n y  e v e n t ,  m o s t  

o f  t h e  f i r s t  q u a r t e r  v i g o r  d e r i v e d  f r o m  a s u r g e  i n  D e c e m b e r  a n d  

J a n u a r y ;  t h e  economy a c t u a l l y  b e g a n  t o  l o s e  momentum s h o r t l y  a f t e r  

t h e  t u r n  o f  t h e  y e a r ,  a n d  t h e r e  i s  c o n v i n c i n g  e v i d e n c e  now o f  a 

s l o w d o w n  i n  a w i d e  r a n g e  o f  s e c t o r s .  I t  i s  l i k e l y  t h a t  t h e  

economy e x p e r i e n c e d  l i t t l e  o r  n o  g r o w t h  i n  r e a l  GNP i n  t h e  s e c o n d  

q u a r t e r  . 
T h e  b o t t o m  l e f t  p a n e l  s h o w s  t h e  s u b s t a n t i a l  d e c l i n e  i n  

h o m e b u i l d i n g  b e g i n n i n g  i n  F e b r u a r y  w h i c h  h a s  now c a r r i e d  s t a r t s  t o  

a 1 . 1 5  m i l l i o n  a n n u a l  r a t e - - 2 5  p e r c e n t  b e l o w  t h e  f o u r t h  q u a r t e r  

1 9 8 0  l e v e l .  

A s  t h e  u p p e r  r i g h t - h a n d  p a n e l  s h o w s ,  r e a l  r e t a i l  s a  e s  

t u r n e d  downward  i n  A p r i l ,  l e d  b y  a d r o p  i n  a u t o s .  S i n c e  t h e n  

a u t o  s a l e s  h a v e  r e m a i n e d  b e l o w  t h e i r  p r e - r e b a t e  p a c e ;  d o m e s t i c  

c a r  s a l e s  i n  J u n e  were a t  a 5 . 4  m i l l i o n  r a t e ,  down f r o m  5 . 7  i n  

A p r i l  a n d  May. E x c l u d i n g  a u t o s ,  r e t a i l  s a l e s  d e c l i n e d  f u r t h e r  

i n  r e a l  terms i n  May. 

T h e  g e n e r a l i z e d  w e a k n e s s  o f  e c o n o m i c  a c t i v i t y  i n  r e c e n t  

m o n t h s  a p p a r e n t l y  i s  now a l s o  b e i n g  r e f l e c t e d  i n  t h e  e m p l o y m e n t  
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f i g u r e s .  P a y r o l l  e m p l o y m e n t  a d j u s t e d  f o r  s t r i k e s  f e l l  i n  J u n e  

b y  1 5 0 , 0 0 0 ,  w i t h  d e c l i n e s  q u i t e  p e r v a s i v e .  

T h e  n e x t  c h a r t  s h o w s  o u r  v i e w  o f  t h e  o u t l o o k  f o r  r e a l  

GNP g r o w t h  f o r  t h e  b a l a n c e  o f  1 9 8 1  a n d  f o r  1 9 8 2 .  T h e  t a x  c u t s  

l a t e  t h i s  y e a r  a n d  i n  m i d - 1 9 8 2  s h o u l d  p r o v i d e  some  b o o s t  t o  

a c t i v i t y .  B u t  t h e  w e a k n e s s  o f  h o u s i n g  w i l l  s t u n t  o v e r a l l  g r o w t h  

i n  t h e  n e a r  t e r m  a n d , g e n e r a l l y ,  t h e  r i s e  i n  GNP o v e r  t h e  e n t i r e  

p r o j e c t i o n  p e r i o d  r e m a i n s  c o n s t r a i n e d  b y  m o n e t a r y  p o l i c y  a n d  c u r b s  

on  g o v e r n m e n t  s p e n d i n g .  On b a l a n c e ,  r e a l  G N P  g r o w t h  i s  p r o j e c t e d  

t o  a v e r a g e  o n l y  a b o u t  o n e - h a l f  p e r c e n t  o v e r  t h e  n e x t  f o u r  q u a r t e r s  

a n d  p i c k  up t o  a b o u t  a t w o  p e r c e n t  r a t e  i n  t h e  l a s t  h a l f  o f  1 9 8 2 .  

T h e  t o p  l e f t  p a n e l  of  t h e  n e x t  c h a r t  i n d i c a t e s  t h e  k e y  

r o l e  p l a y e d  b y  c o n s u m e r  demand  i n  b o t h  t h e  r e b o u n d  o f  t h e  e c o n o m y  

t h r o u g h  t h e  f i r s t  q u a r t e r  a n d  t h e  s u d d e n  l o s s  o f  momentum i n  t h e  

s p r i n g .  Some o f  t h i s  r e f l e c t e d  t h e  r e b a t e - a s s o c i a t e d  s h i f t i n g  o f  

a u t o  s a l e s  f r o m  t h e  s e c o n d  q u a r t e r  i n t o  t h e  f i r s t .  P r o b a b l y  m o r e  

i m p o r t a n t ,  h o w e v e r ,  i s  t h e  c e s s a t i o n  o f  r e a l  i n c o m e  g r o w t h - - t h e  

r i g h t - h a n d  p a n e l - - w h i c h  a c c o m p a n i e d  t h e  s l a c k e n i n g  o f  e m p l o y m e n t  

g a i n s .  

A s  t h e  m i d d l e  p a n e l  s h o w s ,  w e  a s s u m e  t h a t  c o n s u m e r  o u t -

l a y s  w i l l  i n  g e n e r a l  c o n t i n u e  t o  t r a c k  d i s p o s a b l e  i n c o m e .  R e s p o n d i r  

t o  t h e  t a x  c u t s  l a t e  t h i s  y e a r ,  a n d  a g a i n  i n  m i d - 1 9 8 2 ,  w e  a n t i c i p a t (  

r e a l  c o n s u m e r  s p e n d i n g  w i l l  i n c r e a s e  o v e r  t h e  n e x t  s i x  q u a r t e r s  a t  

a b o u t  a 2 - 3 / 4  p e r c e n t  a n n u a l  r a t e - - a s  c o m p a r e d  t o  t h e  h a l f  p e r c e n t  

r i s e  i n  1 9 8 0 .  
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T h e  s a v i n g  r a t e - - t h e  b o t t o m  p a n e l - - i s  p r o j e c t e d  t o  

r e m a i n  r e l a t i v e l y  l o w  b y  h i s t o r i c a l  s t a n d a r d s .  B u t  t h e  t a x  

r e d u c t i o n s  s h o u l d  p e r m i t  s o m e  i m p r o v e m e n t  i n  s a v i n g s  a s  w e l l  a s  

i n  c o n s u m p t i o n ;  w e  a r e  p r o j e c t i n g  t h e  r a t e  t o  e d g e  u p  s l i g h t l y  

i n t o  t h e  5 %  p e r c e n t  r a n g e  i n  t h e  l a t t e r  h a l f  o f  n e x t  y e a r  f r o m  

i t s  r e c e n t  e x t r e m e l y  l o w  l e v e l - - t h e  l o w e s t  s i n c e  t h e  K o r e a n  War 

b u y i n g  s p l u r g e .  

T h e  t o p  p a n e l  o f  t h e  n e x t  c h a r t  i n d i c a t e s  t h e  r e c e n t  

d e c l i n e  i n  h o u s i n g  s t a r t s  i n  r e s p o n s e  t o  h i g h e r  i n t e r e s t  r a t e s  

a n d  t i g h t e r  f i n a n c i a l  c o n d i t i o n s .  T h i s  d r o p  i n  a c t i v i t y  d i c t a t e s  

a d e t e r i o r a t i o n  i n  r e a l  r e s i d e n t i a l  c o n s t r u c t i o n  e x p e n d i t u r e s  o v e r  

t h e  b a l a n c e  o f  t h e  y e a r .  

M o r e o v e r ,  t h e r e  i s  e v i d e n c e  o f  a g e n e r a l i z e d  w e a k e n i n g  

o f  demand  i n  r e a l  e s t a t e  m a r k e t s .  S a l e s  o f  new h o m e s - - s h o w n  i n  

t h e  m i d d l e  p a n e l - - i n  May, were a f i f t h  b e l o w  t h e i r  a v e r a g e  l e v e l  

l a s t  s u m m e r ;  p u r c h a s e s  o f  e x i s t i n g  h o m e s  h a v e  a l s o  d e c l i n e d .  A s  

t h e  b o t t o m  p a n e l  s h o w s ,  a v e r a g e  p r i c e s  o f  new h o m e s  h a v e  c o n t i n u e d  

t o  r i s e ,  b u t  a t  a s u b s t a n t i a l l y  s l o w e r  p a c e  t h a n  i n  t h e  p a s t  f e w  

y e a r s .  T h e s e  f i g u r e s  may i n  f a c t  u n d e r s t a t e  t h e  p r i c e  d e c e l e r a ­

t i o n ,  s i n c e  home p r i c e s  r e c e n t l y  h a v e  i n c r e a s i n g l y  i n c o r p o r a t e d  

p a y m e n t s  f o r  i m p r o v e d  f i n a n c i n g  a r r a n g e m e n t s .  

B u t ,  a s  t h e  n e x t  c h a r t  i n d i c a t e s ,  i t  i s  o u r  v i e w  t h a t  

h o u s i n g  s t a r t s  m a y  now w e l l  b e  a t ,  o r  c l o s e  t o ,  t h e i r  b o t t o m .  

U n d e r l y i n g  demand  p r e s s u r e s  a s s o c i a t e d  w i t h  p o p u l a t i o n  a n d  m i g r a ­

t i o n  t r e n d s  r e m a i n  s t r o n g  a n d  w e  a r e  l o o k i n g  f o r  a n  u p t u r n  a s  S & L  

d e p o s i t  f l o w s  i m p r o v e  a b i t - - p a r t l y  b e c a u s e  o f  r e c e n t  D I D C  a c t i o n s -
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a n d  new m o r t g a g e  i n s t r u m e n t s  i n c r e a s i n g l y  g a i n  a p l a c e  i n  t h e  

m a r k e t .  By t h e  e n d  o f  1 9 8 2  w e  a r e  p r o j e c t i n g  a 1 - 1 / 3  m i l l i o n  u n i t  

r a t e  o f  s t a r t s ,  s o m e  2 0 0 , 0 0 0  a t  a n  a n n u a l  r a t e  a b o v e  t h e  c u r r e n t  

p a c e - - b u t  t h i s  w o u l d  s t i l l  b e  a n e m i c  b y  h i s t o r i c a l  s t a n d a r d s .  

T h e  n e x t  c h a r t  a d d r e s s e s  t h e  o u t l o o k  f o r  b u s i n e s s  c a p i t a l  

s p e n d i n g .  R e a l  f i x e d  i n v e s t m e n t  o u t l a y s  a p p e a r  t o  h a v e  f a l l e n  i n  

t h e  s e c o n d  q u a r t e r  f o l l o w i n g  a f i r s t - q u a r t e r  s u r g e  a n d  c o m m i t m e n t s  

d a t a  s u g g e s t  a s t a g n a n t  s i t u a t i o n  f o r  t h e  b a l a n c e  o f  t h e  y e a r .  A s  

t h e  t o p  p a n e l  i n d i c a t e s ,  g r o w t h  o f  r e a l  new o r d e r s  f o r  n o n d e f e n s e  

c a p i t a l  g o o d s  h a s  s t a l l e d  t h i s  y e a r ;  o r d e r s  f o r  d e f e n s e  e q u i p m e n t ,  

a f t e r  r i s i n g  s t r o n g l y  f r o m  m i d - 1 9 7 9 .  h a v e  b e e n  o n  a p l a t e a u  s i n c e  

a b o u t  l a s t  f a l l ;  a n d  new c o n t r a c t s  f o r  c o m m e r c i a l  a n d  i n d u s t r i a l  

c o n s t r u c t i o n  s i m i l a r l y  h a v e  shown  n o  s t r e n g t h  r e c e n t l y .  T h e s e  

d a t a  a p p e a r  t o  b e  g e n e r a l l y  c o n s i s t e n t  w i t h  r e s u l t s  o f  t h e  m o s t  

r e c e n t  Commerce c a p i t a l  s p e n d i n g  s u r v e y ,  w h i c h  s u g g e s t e d  l i t t l e  

o r  n o  g r o w t h  o f  r e a l  i n v e s t m e n t  o u t l a y s  t h i s  y e a r .  

T h e  i n v e s t m e n t  o u t l o o k  f o r  1 9 8 2  i s  o b v i o u s l y  m o r e  

s p e c u l a t i v e .  L i b e r a l i z e d  t a x  i n c e n t i v e s  a n d  t h e  e x p a n d i n g  

d e f e n s e  p r o g r a m  s h o u l d  s t i m u l a t e  i n c r e a s e d  c a p i t a l  s p e n d i n g  a s  

t i m e  g o e s  o n .  E u t  a n u m b e r  o f  f u n d a m e n t a l  f a c t o r s  a p p e a r  l i k e l y  

t o  c o n t i n u e  t o  damp i n v e s t m e n t  o u t l a y s .  A s  t h e  n e x t  c h a r t  s h o w s ,  

t h e  c o s t  o f  d e b t  c a p i t a l  i s  e x p e c t e d  t o  r e m a i n  h i g h ;  a f t e r - t a x  

p r o f i t  p o s i t i o n s  r e l a t i v e  t o  GNP a r e  n o t  p r o j e c t e d  t o  i m p r o v e ;  

a n d  w i t h  c a p a c i t y  u t i l i z a t i o n  r e m a i n i n g  l o w ,  w e  e x p e c t  l i t t l e  

demand  f o r  e x p a n s i o n  o f  c a p i t a l  s t o c k ,  e x c e p t  i n  s u c h  f a s t  g r o w i n g  

s e c t o r s  a s  d e f e n s e  a n d  t h e  e n e r g y - r e l a t e d  a r e a s .  On b a l a n c e ,  we 
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a r e  p r o j e c t i n g  a s m a l l  d e c l i n e  i n  c a p i t a l  o u t l a y s  o v e r  t h e  p r o ­

j e c t i o n  p e r i o d .  

A s  t h e  n e x t  c h a r t  s h o w s ,  t h e  i n v e n t o r y  s i t u a t i o n  d o e s  

n o t  s u g g e s t  a n y  s e r i o u s  p r o b l e m  a t  t h e  m o m e n t .  A s  i s  e v i d e n t  i n  

t h e  t o p  p a n e l s ,  t h e r e  was s o m e  b a c k u p  i n  d e a l e r s '  c a r  s t o c k s  a s  a 

r e s u l t  o f  t h e  w e a k n e s s  i n  a u t o  s a l e s  i n  t h e  p a s t  f e w  m o n t h s .  B u t  

b u s i n e s s  s t o c k s  o v e r a l l  a p p e a r  t o  b e  i n  r e a s o n a b l e  b a l a n c e  w i t h  

s a l e s - - t h e  r i g h t  p a n e l .  T h e  d i s t o r t i o n s  o f  l a s t  s p r i n g  w e r e  

l a r g e l y  e l i m i n a t e d  b y  i n v e n t o r y  l i q u i d a t i o n  i n  t h e  l a t t e r  h a l f  o f  

1 9 8 0  a n d  e a r l y  t h i s  y e a r .  We a r e  n o t  p r o j e c t i n g  a n y  c o l l a p s e  i n  

s a l e s ,  a n d  we a s s u m e  t h a t  b u s i n e s s e s  g e n e r a l l y  w i l l  s u c c e e d  i n  

a v o i d i n g  s i g n i f i c a n t  s t o c k  i m b a l a n c e s .  A s  t h e  b o t t o m  p a n e l  i n d i ­

c a t e s ,  we e x p e c t  a m o d e r a t e  r a t e  o f  i n c r e a s e  i n  r e a l  i n v e n t o r y  

i n v e s t m e n t  t h r o u g h  t h e  p r o j e c t i o n  p e r i o d - - r a i s i n g  s t o c k s  s o m e w h a t  

r e l a t i v e  t o  s a l e s  a s  g r o w t h  p i c k s  u p  a n d  r e f l e c t i n g  t h e  p r o j e c t e d  

d e f e n s e  b u i l d u p .  

T h e  n e x t  c h a r t  a d d r e s s e s  t h e  g o v e r n m e n t  c o m p o n e n t  o f  

s p e n d i n g .  F e d e r a l  d e f e n s e  p u r c h a s e s  a r e  p r o j e c t e d  t o  c o n t i n u e  

r i s i n g  s t r o n g l y  t h i s  y e a r ,  b u t  n o t  q u i t e  a t  l a s t  y e a r ' s  p a c e ;  

h o w e v e r ,  t h e y  a r e  e x p e c t e d  t o  a c c e l e r a t e  a g a i n  i n  1 9 8 2 ,  m o v i n g  u p  

i n  r e a l  t e rms  b y  a b o u t  7 p e r c e n t .  E x c l u d i n g  c o m p e n s a t i o n ,  t h e  

r e a l  i n c r e a s e  i n  1 9 8 2  w o u l d  b e  a b o u t  9 -314  p e r c e n t .  B u t  g i v e n  

t h e  c u r b s  o n  n o n d e f e n s e  s p e n d i n g ,  t o t a l  r e a l  f e d e r a l  g o v e r n m e n t  

p u r c h a s e s  a r e  p r o j e c t e d  t o  r i s e  a t  s l i g h t l y  l e s s  t h a n  t h e  1 9 8 0  

p a c e .  
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I n  a d d i t i o n ,  we a r e  a n t i c i p a t i n g  s u b s t a n t i a l  r e d u c t i o n s  

i n  f e d e r a l  g r a n t s  t o  s t a t e s  a n d  l o c a l i t i e s .  T h e  c u r t a i l e d  s p e n d i n g  

by s t a t e  a n d  l o c a l  g o v e r n m e n t s  p r o j e c t e d  f o r  c a l e n d a r  y e a r s  1 9 8 1  

a n d  1 9 8 2 - - s h o w n  i n  t h e  m i d d l e  p a n e l - - r e f l e c t s  t h i s  r e d u c t i o n  i n  a i d  

a s  w e l l  a s  b u d g e t a r y  p r e s s u r e  f r o m  c o n t i n u e d  h i g h  i n t e r e s t  c o s t s  

a n d  d e p r e s s e d  r e c e i p t s .  As s h o w n  i n  t h e  b o t t o m  t a b l e ,  w e  a r e  now 

e x p e c t i n g  o n l y  a f r a c t i o n a l  rate o f  i n c r e a s e  i n  r e a l  t o t a l  g o v e r n ­

m e n t  p u r c h a s e s  t h r o u g h  1 9 8 2 .  

T h e  n e x t  c h a r t  p o r t r a y s  t h e  o u t l o o k  f o r  t h e  l a b o r  m a r k e t .  

T h e  r e l a t i v e l y  s t r o n g  g a i n  i n  t o t a l  e m p l o y m e n t  shown  f o r  1 9 8 1  

r e f l e c t s  l a r g e l y  i n c r e a s e s  t h a t  h a v e  a l r e a d y  o c c u r r e d ,  i n  p a r t  a 

r e b o u n d  f r o m  t h e  c u t b a c k s  e a r l y  l a s t  y e a r .  I n  l i n e  w i t h  p r o j e c t e d  

o u t p u t ,  h o w e v e r ,  w e  e x p e c t  l i t t l e  e m p l o y m e n t  g r o w t h  o v e r  t h e  

r e m a i n d e r  o f  t h i s  y e a r  a n d  i n  1 9 8 2 .  A s  i n d i c a t e d  i n  t h e  s e c o n d  

p a n e l ,  l i m i t e d  j o b  o p p o r t u n i t i e s  s h o u l d  d e p r e s s  l a b o r  f o r c e  g r o w t h .  

C o n s i s t e n t  w i t h  t h e  e x p e r i e n c e  i n  o t h e r  r e c e n t  p e r i o d s  o f  s l u g g i s h  

d e m a n d ,  we a n t i c i p a t e  n o  i n c r e a s e  i n  t h e  r a t e  o f  l a b o r  f o r c e  

p a r t i c i p a t i o n .  N e v e r t h e l e s s ,  t h e  e x p a n s i o n  o f  l a b o r  s u p p l y  i s  

l i k e l y  t o  o u t p a c e  j o b  c r e a t i o n ,  a n d  u n e m p l o y m e n t - - s h o w n  in t h e  

b o t t o m  p a n e l - - i s  p r o j e c t e d  t o  r i s e  f r o m  t h e  c u r r e n t  7 k  p e r c e n t  

r a t e  t o  a b o u t  8!< p e r c e n t  b y  t h e  e n d  o f  1 9 8 2 .  

T h e  p r o l o n g e d  p e r i o d  o f  s l a c k  l a b o r  m a r k e t s  s h o u l d  soon 

p a y  d i v i d e n d s  i n  some  e a s i n g  o f  w a g e  i n f l a t i o n .  A l t h o u g h  c o m p e n ­

s a t i o n  i s  s t i l l  r i s i n g  r a p i d l y - - t h e  t o p  p a n e l  o f  t h e  n e x t  c h a r t - ­

s o m e  s i g n s  o f  m o d e r a t i o n  i n  w a g e s  h a v e  r e c e n t l y  e m e r g e d  a n d  w e  

e x p e c t  t h i s  t r e n d  t o  c o n t i n u e ,  g i v e n  t h e  e n v i r o n m e n t  o f  s u s t a i n e d  
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h i g h  u n e m p l o y m e n t  a n t i c i p a t e d  t h r o u g h  t h e  p r o j e c t i o n  p e r i o d .  

R e d u c e d  c o n s u m e r  p r i c e  p r e s s u r e s  s h o u l d  a l s o  c o n t r i b u t e  t o  

i m p r o v e d  wage  p e r f o r m a n c e .  

A s  t h e  m i d d l e  p a n e l  s h o w s ,  w e  a l s o  e x p e c t  s o m e  g a i n s  i n  

p r o d u c t i v i t y .  G i v e n  t h e  m o d e s t  r i s e  i n  o u t p u t ,  a n d  i n  t h e  l i g h t  

o f  i t s  r e c e n t  p o o r  p e r f o r m a n c e ,  we a r e  f o r e c a s t i n g  l e s s  t h a n  a o n e  

p e r c e n t  r a t e  o f  r i s e  i n  p r o d u c t i v i t y  f o r  1 9 8 2 .  N e v e r t h e l e s s ,  s u c h  

a n  i m p r o v e m e n t ,  when c o m b i n e d  w i t h  t h e  e x p e c t e d  r e d u c t i o n  i n  wage  

p r e s s u r e s ,  w o u l d  r e s u l t  i n  a d i s t i n c t  d e c e l e r a t i o n  o f  u n i t  l a b o r  

c o s t s ,  w h i c h  a r e  e x p e c t e d  t o  b e  r i s i n g  a t  o n l y  a b o u t  a 7 p e r c e n t  

r a t e  i n  t h e  l a t t e r  h a l f  o f  1 9 8 2 .  

The  o u t l o o k  f o r  p r i c e s  i s  i n d i c a t e d  i n  t h e  n e x t  c h a r t .  

T h e  m o d e r a t i o n  o f  p r i c e  i n c r e a s e s  r e c e n t l y  h a s  r e f l e c t e d  m a i n l y  

d e v e l o p m e n t s  i n  t h e  e n e r g y  a n d  f o o d  s e c t o r s .  W h i l e  t h e  i m p r o v e d  

p r i c e  p e r f o r m a n c e  i n  f o o d ,  i n  p a r t i c u l a r ,  i s  l i k e l y  t o  be  

t e m p o r a r y - - i n  f a c t  t h e r e  a r e  a l r e a d y  i n d i c a t i o n s  o f  a r e b o u n d  i n  

meat  p r i c e s - - l o n g e r - t e r m  b e n e f i t s  s h o u l d  b e  e v i d e n t  i n  s o m e  f e e d -

b a c k  e f f e c t s  o n  w a g e s ,  a n d  p o s s i b l y ,  a s a l u t o r y  i m p a c t  o n  a t t i t u d e s .  

More  f u n d a m e n t a l l y ,  p r i c e s  e x c l u d i n g  f o o d  a n d  e n e r g y ,  s h o u l d  a l s o  

b e  s h o w i n g  m e a s u r a b l e  i m p r o v e m e n t  s o o n ,  r e f l e c t i n g  r e d u c e d  p r e s s u r e  

f r o m  l a b o r  c o s t s  a s  w e l l  a s  c o n t i n u e d  s l a c k  i n  p r o d u c t  m a r k e t s .  

T h e  s t r o n g e r  p o s i t i o n  o f  t h e  d o l l a r  i n  i n t e r n a t i o n a l  m a r k e t s  s h o u l d  

a l s o  h e l p .  O v e r a l l ,  w e  a r e  now f o r e c a s t i n g  t h a t  p r i c e s  w i l l  b e  

r i s i n g  a t  a b o u t  a 7'1, p e r c e n t  r a t e  b y  t h e  e n d  o f  1 9 8 2 ,  o f f  f r o m  

t h e  9% p e r c e n t  r a t e  r e c e n t l y .  

Mr. T r u m a n  w i l l  now c o n t i n u e  w i t h  a d i s c u s s i o n  o f  t h e  

i n t e r n a t i o n a l  o u t l o o k .  



E.M. Truman 
July 6 ,  1981 

FOMC Chart Show Presentation 

The red l i n e  i n  the top panel of the f i rs t  international char t  

shows tha t ,  since July 1980, the dol la r  has appreciated s teadi ly  on a 

weighted-average basis.  In June, the dol la r ' s  value averaged 25 percent 

more than a year ago and reached i ts  highest level since 1976. As shown by 

the black l i n e ,  the d o l l a r ' s  appreciation on a price-adjusted basis has been 

about the same, ref lect ing the f a c t  t ha t  over the past year the pace of i n ­

f la t ion  i n  the United States  has been about equal t o  the r a t e  on average abroad. 

The substantial  appreciation of the dol la r  i s  the principal 

fac tor  generating the s t a f f ' s  forecast  swing of the U.S. current account in to  

de f i c i t  i n  the second half of this year and in 1982. T h i s  movement, i f  

realized, i s  expected eventually t o  contribute t o  some decline i n  the 

dol la r ' s  value. Meanwhile, as  Mr. Zeisel mentioned, the appreciation of 

the dol lar  since l a s t  year should contribute importantly t o  the expected 

reduction in t h e  r a t e  of price inf la t ion i n  the United States.  

As i s  shown i n  the lower panel, although the i n i t i a l  phase of the 

do l l a r ' s  appreciation was associated with a widening of the d i f fe ren t ia l  

between U.S. and foreign in te res t  ra tes  i n  the l a t t e r  part of 1980, the 

dol la r ' s  strength so f a r  t h i s  year has not been associated w i t h  a fu r the r  

widening. Indeed, the d i f fe ren t ia l  recently has been smaller than i t  was 

a t  the turn of the year. Several fac tors  appear t o  have contributed t o  the 

do l l a r ' s  strength.  Among them a re  the unsettled economic and pol i t ica l  

conditions i n  Eastern and Western Europe and the continued U.S. current-

account surplus through the f i r s t  quarter.  B u t  an important f ac to r  a l so  
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appears t o  have been a decline during the past six months i n  the r a t e  of 

inf la t ion expected for the United States  combined with a rise in  the average 

r a t e  of inflation expected abroad. In the s t a f f ' s  forecast ,  f o r  example, the 

net revision in expected consumer price levels  i s  about 5$ percent by the end 

of the forecast  period. This changed outlook has increased the d i f fe ren t ia l  

between real in te res t  ra tes .  

The top panel of the next char t  depicts the s t a f f ' s  outlook f o r  

consumer prices here and abroad. As can be seen, the gap between U . S .  and 

average foreign inf la t ion  i s  projected t o  narrow sharply th i s  year and 

essent ia l ly  t o  disappear in 1982. 

Meanwhile, as i s  shown i n  the lower panel, we expect f o r  t h i s  

year somewhat f a s t e r  real growth in t h i s  country than on laverage abroad 

largely because of the  f i r s t -quar te r  resu l t s .  Next year the pattern i s  

expected t o  be reversed. Thus, on balance d u r i n g  1981 anti 1982, real economic 

growth i s  expected t o  be generally similar here and abroad. 

The next char t  summarizes our outlook f o r  the international o i l  

market. The apparent g lu t  t h a t  has emerged i n  t h i s  market i n  recent months 

has caused us to  adopt a more optimistic assumption about the outlook f o r  oi l  

pr ices ,  which, in turn, has contributed t o  the s t a f f ' s  somewhat more 

optimistic outlook fo r  in f la t ion  generally. 

As i s  shown in the t o p  panel, we expect the uni t  value of U.S. 

oi l  imports t o  decline very s l igh t ly  during the r e s t  of 1981, re f lec t ing  

lower prices on the spot market and a unification of the OPEC price around 

the current Saudi price of $32 per barrel .  I n  1982, we are assuming t h a t  

the real o i l  price will r i s e  s l i gh t ly .  This scenario implies a 

price about 1 2 +  percent lower t h r o u g h o u t  the projection period than we 

were assuming six months ago. 
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The principal factor  contributing t o  this improved outlook i s  

the reduction i n  the global demand f o r  oil ,  ref lect ing slow real growth and 

the response of demand t o  high o i l  prices.  One r e s u l t ,  depicted in the 

middle panel, i s  t ha t  OPEC o i l  production has declined from almost 31 million 

barrels per day in 1979 t o  l e s s  than 25 million barrels  per day this year 

and  i s  expected t o  edge off fur ther  next year. Moreover, non-OPEC production 

has increased somewhat absolutely and, more importantly, re la t ive  t o  OPEC 

production. With the major exception of Saudi Arabia, many producers need 

the export revenues generated by t h e i r  current ra tes  of production and, thus, 

the scope t o  scale back output, for an extended period of time, t o  sustain 

r i s ing  prices i s  more 'limited than was the case several years ago. 

As i i  i l l u s t r a t ed  in the bottom panel, U.S. oi l  imports a r e  now 

running about 2 million barrels  per day l e s s  than the r a t e  two years ago, 

and they are  expected t o  decline fur ther  over the forecast  period. We now 

expect t ha t  the U.S. oil-import b i l l  in 1982 will be essent ia l ly  unchanged 

from the roughly $80 b i l l ion  projected f o r  1981. 

Turning now t o  the "bad news," as  i s  shown by the red l i n e  in the 

upper panel of the next char t  the volume of U.S. non-oil imports i s  expected 

t o  expand rapidly d u r i n g  the forecast  period largely as  a consequence of 

the do l l a r ' s  appreciation. Similarly, as  i s  shown i n  the lower panel, the 

volume of U.S. non-agricultural exports i s  projected t o  decline qui te  rapidly 

i n  the second h a l f  of t h i s  year and f o r  the r e s t  of the forecast  period. 

The implications of these s h i f t s  for  U.S. aggregate demand are  

shown in the t o p  panel of the next char t .  As a consequence of r i s ing  real 

receipts on exports of services,  the decline in U.S. exports of goods and 
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services,  on a constant-dollar GNP bas i s ,  is  projected to  be moderate and 

not  t o  s t a r t  unti l  ear ly  1982. Nevertheless, the contribution of exports 

t o  U.S. aggregate demand t h i s  year will be substant ia l ly  less than i n  1978, 

1979 and ear ly  1980. Next year the contribution i s  expected t o  be negative. 

Returning to  current-dollar magnitudes, as i s  shown i n  the middle 

panel, the U.S. trade d e f i c i t  i s  projected to  increase sharply in the second 

half of 1981 and i n  1982, reaching almost $60 b i l l ion  a t  an annual r a t e  i n  the 

second half .  Meanwhile, in contrast  t o  the pattkrn in the l a t e  1970s, the 

net surplus on non-trade transactions will show l i t t l e  change. Consequently, 

the U.S. current account i s  expected t o  swing into d e f i c i t ,  reaching . 

a r a t e  of about $30 b i l l ion  a t  an annual r a t e  i n  the second half of next 

year. 

Mr. Kichline will now complete our presentation. 
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James L .  K i c h l i n e  
J u l y  6 ,  1 9 8 1  

FOMC CHART SHOW CONCLUSION 

The  s t a f f ' s  e c o n o m i c  f o r e c a s t  i s  a s s o c i a t e d  w i t h  a n  

e n v i r o n m e n t  o f  c o n s i d e r a b l e  r e s t r a i n t  o n  f i n a n c i a l  m a r k e t s .  

T h e  t o p  p a n e l  o f  t h e  n e x t  c h a r t  i n d i c a t e s  a n  a s s u m e d  g r o w t h  o f  

M-1B t h i s  y e a r  a n d  n e x t  s u b s t a n t i a l l y  s l o w e r  t h a n  t h a t  e x p e r i e n c e d  

i n  t h e  p r e c e d i n g  s e v e r a l  y e a r s  a n d ,  t o  a c h i e v e  t h e  p r o j e c t e d  

n o m i n a l  G N P ,  w i l l  r e q u i r e  s i z a b l e  i n c r e a s e s  i n  v e l o c i t y .  T h e r e  

c l e a r l y  a r e  many p i t f a l l s  i n  l i n k i n g  a g i v e n  r a t e  o f  g r o w t h  o f  

money  t o  e x p e c t e d  G N P  a n d  i n t e r e s t  r a t e s ,  b u t  o u r  g e n e r a l  v i e w  

i s  t h a t  h i g h  i n t e r e s t  r a t e  l e v e l s - - s h o w n  i n  t h e  m i d d l e  p a n e l - ­

w i l l  b e  r e q u i r e d  o n  a v e r a g e  t o  r e s t r a i n  s t r o n g  u n d e r l y i n g  demands  

f o r  g o o d s  a n d  s e r v i c e s  i n  t h e  e c o n o m y  a n d  r e l a t e d  demands f o r  

m o n e y .  S u c h  r e s t r a i n t  o n  f i n a n c i a l  m a r k e t s  l i k e l y  w o u l d  be c o n ­

s i s t e n t  w i t h  a m o d e r a t e  v o l u m e  o f  f u n d s  r a i s e d  b y  n o n f i n a n c i a l  

s e c t o r s  r e l a t  v e  t o  G N P ,  a s  d i s p l a y e d  i n  t h e  b o t t o m  p a n e l .  

T h e  h o u s e h o l d  s e c t o r ,  t h e  n e x t  c h a r t ,  i s  t h e  m a i n  a r e a  

i n  w h i c h  t o t a  b o r r o w i n g  demands a r e  e x p e c t e d  t o  b e  a p p r e c i a b l y  

c o n s t r a i n e d .  So f a r  t h i s  y e a r ,  h o u s e h o l d  b o r r o w i n g  h a s  r e m a i n e d  

c l o s e  t o  t h e  s h a r p l y  r e d u c e d  v o l u m e  i n  1 9 8 0 .  We e x p e c t  l i t t l e  

g r o w t h  o f  c o n s u m e r  b o r r o w i n g  n e x t  y e a r ,  c o n s i s t e n t  w i t h  t h e  

g e n e r a l l y  s l u g g i s h  a c t i v i t y  p r o j e c t e d  f o r  t h e  c r e d i t - s e n s i t i v e  

h o u s i n g  a n d  d u r a b l e  g o o d s  m a r k e t s .  The  r e d u c t i o n  i n  b o r r o w i n g  

f r o m  t h e  r a p i d  p a c e  i n  t h e  l a t e  1 9 7 0 s  h a s  l e d  t o  some d e c l i n e  

i n  t o t a l  d e b t  o u t s t a n d i n g  r e l a t i v e  t o  d i s p o s a b l e  i n c o m e ,  a s  
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shown i n  t h e  b o t t o m  p a n e l ,  a n d  f u r t h e r  d e c l i n e s  a r e  p r o j e c t e d .  

T h i s  m e a s u r e  d o e s  n o t  t a k e  a c c o u n t  o f  t h e  terms o f  d e b t  t a k e n  

on o r  t h e  d i s t r i b u t i o n  o f  d e b t  among h o u s e h o l d s ,  s o  one  c a n  d r a w  

o n l y  a s m a l l  d e g r e e  o f  c o m f o r t  when l o o k i n g  a t  t h i s  a s p e c t  o f  

t h e  f i n a n c i a l  s t a t u s  o f  h o u s e h o l d s .  . 
I n  t h e  c o r p o r a t e  s e c t o r ,  t h e  n e x t  c h a r t ,  f i n a n c i n g  

r e q u i r e m e n t s  a r e  l i k e l y  t o  c o n t i n u e  r i s i n g  t h i s  y e a r  a n d  n e x t ,  

a s  i n d i c a t e d  i n  t h e  t o p  l e f t  p a n e l .  B u s i n e s s e s  g e n e r a l l y  a p p e a r  

t o  be  u n d e r  a p p r e c i a b l e  f i n a n c i a l  s t r a i n  a n d  t h e r e  i s  r e p o r t e d l y  

a s t r o n g  d e s i r e  t o  f u n d  some o f  t h e i r  s h o r t - t e r m  d e b t s .  Whi l e  

we a n t i c i p a t e  a l i t t l e  r i s e  o f  l o n g - t e r m  f i n a n c i n g  o v e r  t h e  

c o u r s e  o f  t h e  p r o j e c t i o n ,  t h e  m a r k e t s  seem u n l i k e l y  t o  be 

r e c e p t i v e  t o  much more t h a n  i s  f o r e c a s t e d  and  f i r m s  may p e r c e i v e  

r a t e s  t o  be  u n a t t r a c t i v e .  T h u s ,  b u s i n e s s  b o r r o w i n g  a t  b a n k s  

p r o b a b l y  w i l l  be s i z a b l e - - t h e  t o p  r i g h t - h a n d  p a n e l - - a n d  s h o r t -

t e r m  d e b t  w i l l  c o n t i n u e  t o  r i s e  a s  a p r o p o r t i o n  of  t o t a l  d e b t - ­

t h e  b o t t o m  l e f t - h a n d  p a n e l .  P r e s s u r e s  on b a l a n c e  s h e e t s  a r i s e  

p a r t l y  from t h e  s l u g g i s h  p e r f o r m a n c e  o f  p r o f i t s ,  t h e  b o t t o m  

r i g h t - h a n d  p a n e l ,  a n d  a l t h o u g h  p r o f i t s  a f t e r  t a x  a r e  p r o j e c t e d  

t o  grow f u r t h e r  n e x t  y e a r  t h e y  a r e  weak r e l a t i v e  t o  c o r p o r a t e  

o u t l a y s .  P r o f i t s  a s  a p e r c e n t  o f  G N P ,  p r o x y  f o r  p r o f i t  m a r g i n s ,  

a r e  e x p e c t e d  t o  r e m a i n  d e p r e s s e d ,  which  i s  n o t  u n u s u a l  f o r  a 

p e r i o d  o f  s l o w  e c o n o m i c  g r o w t h  and  d e c e  e r a t i o n  o f  i n f l a t i o n .  

A key e l e m e n t  i n  t h e  o u t l o o k  f o r  i n f l a t i o n  i s  t h e  

b e h a v i o r  o f  w a g e s ,  shown on t h e  n e x t  c h a r t .  The t o p  p a n e l  

i n d i c a t e s  a v e r a g e  h o u r l y  e a r n i n g s  t h i s  y e a r  have  b e e n  d i v e r t e d  

f r o m  t h e  s t e e p  u p t r e n d  i n  1 9 8 0 .  T h e  e v i d e n c e  on s l o w e r  g r o w t h  
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o f  w a g e s  i s  s t i l l  t e n t a t i v e  s i n c e  i t  h a s n ' t  p e r s i s t e d  v e r y  l o n g  

a n d  i t  i s  n o t  y e t  p e r v a s i v e .  B u t  i t  i s  e n c o u r a g i n g  a n d  s h o u l d  

b e  a s s i s t e d  b y  t h e  r e c e n t  b e t t e r  p r i c e  p e r f o r m a n c e  t h r o u g h  

s o m e w h a t  s m a l l e r  c o s t - o f - l i v i n g  a d j u s t m e n t s  a n d  t h r o u g h  l o w e r  

n o m i n a l  wage d e m a n d s .  We a n t i c i p a t e  p e r s i s t e n t  s l a c k  i n  l a b o r  

a n d  p r o d u c t  m a r k e t s  w i l l  c o n t r i b u t e  t o  a f u r t h e r  m o d e r a t i o n  o f  

wage g r o w t h  n e x t  y e a r  w h i c h  w i l l  h e l p  s l o w  i n c r e a s e s  i n  h o u r l y  

c o m p e n s a t i o n - - t h e  b o t t o m  p a n e l .  M o r e o v e r ,  l e g i s l a t e d  c h a n g e s  

w h i c h  a d d  t o  c o m p e n s a t i o n  c o s t s  w i l l  b e  s m a l l  i n  1 9 8 2  w i t h  n o  

m i n i m u m  wage i n c r e a s e  s c h e d u l e d  n o r  a h u g e  b o o s t  i n  s o c i a l  

s e c u r i t y  p a y r o l l  t a x e s  a s  o c c u r r e d  t h i s  p a s t  J a n u a r y .  

T h e  t o p  p a n e l  o f  t h e  n e x t  c h a r t  i n d i c a t e s  t h a t  u n i t  

l a b o r  c o s t  i n c r e a s e s  h a v e  s l o w e d  r e c e n t l y ,  a s  d i s c u s s e d  b y  

M r .  Z e i s e l ,  a n d  t h e  p r o j e c t e d  s l o w i n g  o f  c o m p e n s a t i o n  g r o w t h  

s h o u l d  b e  s h o w i n g  u p  i n  r e d u c e d  u n i t  l a b o r  c o s t  i n c r e a s e s  o v e r  

t i m e .  A n d  a s  n o t e d  b y  M r .  T r u m a n ,  t h e  e n e r g y  o u t l o o k  a n d  t h e  

b e h a v i o r  o f  t h e  f o r e i g n  e x c h a n g e  v a l u e  o f  t h e  d o l l a r  b o t h  w i l l  

h a v e  f a v o r a b l e  d o m e s t i c  p r i c e  i m p l i c a t i o n s .  O v e r a l l ,  we b e l i e v e  

t h e r e  a r e  now i n  t r a i n  a n u m b e r  o f  f o r c e s  o p e r a t i n g  t o  p u t  t h e  

e c o n o m y  on  a p a t h  o f  r e d u c e d  i n f l a t i o n  a n d  t h i s  c o n t i n u e s  t o  b e  

r e f l e c t e d  i n  t h e  s t a f f ' s  f o r e c a s t .  

The  l a s t  c h a r t  c o m p a r e s  t h e  p r e l i m i n a r y  a d m i n i s t r a ­

t i o n  r e v i s e d  f o r e c a s t  f o r  1 9 8 1  a n d  1 9 8 2  w i t h  t h e  s t a f f  f o r e c a s t .  

T h e  m a i n  d i f f e r e n c e  b e t w e e n  t h e  f o r e c a s t s  i n  1 9 8 1  i s  t h e  p r o ­

j e c t i o n  o f  t h e  i m p l i c i t  G N P  d e f l a t o r ,  a l t h o u g h  b o t h  p o i n t  t o  
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a c o n s i d e r a b l e  improvemen t  o v e r  t h e  1 0  p e r c e n t  i n c r e a s e  l a s t  

y e a r .  I n  1 9 8 2  t h e  p r i c e  f o r e c a s t s  a r e  s i m i l a r ,  b u t  t h e y  o c c u r  

i n  t h e  c o n t e x t  o f  much d i f f e r e n t  p r o s p e c t s  f o r  r e a l  g r o w t h .  A s  

a r e s u l t  t h e  a d m i n i s t r a t i o n  p r o j e c t i o n  o f  nomina l  G N P  e x p a n s i o n  

r e m a i n s  h i g h  h i s t o r i c a l l y ,  h a v i n g  been  e x c e e d e d  o n l y  o n c e  i n  t h e  

p a s t  30 y e a r s .  

* * * * *  





